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USMAN AFRIDI, AsGHAR QADIRandJAVED ZAKI*
INTRODUCTION
In thispaperwewill be primarilyconcernedwiththeeffectof inflationon
differentincomegroups.Puttingit anotherway,wearelookingforananswertothe
question,"Whathavebeenthedifferencesinthedegreeof inflationinvariousincome
groupsinPakistan?".
Thoughit is notin thepurviewof thispapertogointothecausesandcuresof
inflation,we feelthatit is necessaryto givea briefdiscussionaboutinflationin
general.Theclassicaleconomistsbelievedthatinflationwasapurelymonetaryphe-
nomenon.The theorydevelopedwaspopularlytermedthe'quantitytheoryof
money'andthebasicrelationshippostulatedwasthattherateof inflationisequalto
therateof growthof moneysupply.Keynes[6J attackedthequantitytheoryof
money,statingthatthe immediatesourceof inflationwastheexcessof desired
expenditureoveroutputandthusestablishedtheincome-and-expenditureapproach
to thedeterminationof thelevelof economicactivityandprices.Later,however,
Keynes(7J addressedhimselfto the effectsof inflationandadvanceda theory
whichhassincebecomeabasisforthe'inflationarygap'models.
Theredistributionof incomeplaysan importantrolein Keynes'stheoryof
inflation.Accordingto him,theprocessof inflationtransfersincomefromworkers
(low-incomegroups)to profiteers(high-incomegroups).Neo-Keynesiandevelop-
ments[4;16J identifiedthepresenceof money-illusioni thelabourmarketwhich
servesto transferincomefromthosewhospendproportionatelymoreonconsump-
tion(lower-incomegroups)tothosewhospendless(higher-incomegroups).
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University,Islamabad,andResearchDemographerat thePIDE. Theywouldlike to thankProf.
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Inflationarygapmodelsassumedthatinflationwouldlowerconsumptionex-
pendituresby movingincomefromlower-incomegroupsto higher-incomegroups.
Flatteningtheconsumptionfunctionwouldloweraggregated mandin theeconomy
andthusreduceinflationbyclosingtheinflationarygap.All neo-Keynesiantheories
andmodelsassumethatafterthedown-turnin aneconomicycle,equilibriumwill
berestoredautomaticallyandinflationwill falltozero.
Thesemodelshave,of course,all beenconstructedfor developedeconomies
whereconsumptionexpenditure,at eventhe lowestlevel,is still fairlyhigh.For
underdevelopedcountries,suchas Pakistan,the lowest-incomegroupsareat
the levelof thelowestpossiblesustainableconsumption.Thetablespresentedin
thispapershowthatthesegroupsin factspendmorethantheyearn.Whatwould
happenif thestructureof inflationfurthereducestheirrealincomes?Wecontend
thatconsumptionwouldremainstaticandfurtherborrowingwouldresult.Thusthe
increasein moneysupplyfromincreasedborrowingwouldenhancetheinflationary
gap. Evidenceon inflationfor Pakistansupportsour hypothesis.Since1973,in
spiteof highinflation,therehasbeennoevidenceof amovementtowardsequilib-
rium,or of a flatteningof theconsumptionfunction,or of areductionofaggregate
demand.In fact,all evidenceis to thecontrary.It hasbeensuggested,however,
thattherateof inflationmustbenon-decreasing[15].
Monetaristsgenerallytendto believethatinflationhasanegalitarianeffect
on incomes,whileKeynesiantheoristscontendthatit hastheoppositeffect.Bach
andStephenson[3] andNordhaus[9] lenttheirsupporto theviewthatinflation
contributesto equalizingof income.Piachaud[14],Muellbaeur[8] andWilliamson
[17] foundthatintheUK andtheUSA,thelower-incomegroupshadexperienceda
greaterincreasein proportionatexpenditurethanwasexperiencedby thehigher-
incomegroupsthroughinflation.In allthesestudies,however,thedifferencesinthe
degreesof inflationin variousincomegroupsareinadequatefor anystrongconclu-
sions. Williamson[17], in examininginflationduringperiodswheninequalitiesin
incomeswereincreasing,foundthatthepricesof necessitiesincreasedat a much
higheratethanthatof thepricesof luxuries.Hefoundthatvirtuallyalltheregres-
sivepriceimpactcouldbeattributedto thepricesof food.
It hasbeenshownby AfridiandQadir[1]thatforPakistanand,asarule,for
otherlowpercapitaincomecountries[2], thesingleinflationratecannotmeaning-
fullypertainto a representativebasketof goods.Boththesestudieshavesuggested
thatfor thelow-incomecountriesconsidered,a two-sectoranalysisfor inflationis
necessaryfor anymeaningfulseof statistics.Forthedevelopedcountriesstudied,
thesingleinflationratewasfoundto beameaningfulaggregation.It seemsreason-
abletoassumethatthiswillbethecaseforalldevelopedcountries.
In thispaperweexaminehowinflationaffectsconsumersatdifferentlevels
of incomein thelightofthetwo-sectordisaggregation.Generally,onewouldexpect
thelower-incomegroupstospendagreaterproportionof theirincomesonfoodthan L
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thatspentbythehigher-incomegroups.If, inaneconomy,thepriceof thebasketof
foodgoodsinflatesatahigheratethanthatof thepriceof thebasketofnon.food
goods,onewouldexpectheeconomicsystemto bestructuredagainsttheinterests
of thelowest-incomegroups.WehavetestedthishypothesisforPakistanandhave
foundthatinflationincreasestheexistinginequalitiesintheeconomy.
MethodologyandSelectionof Data
Wehaveusedtheresultsof thestudyby AfridiandQadir[1] for examining
theeffectof a two-sectoraggregationf inflation.It wasfoundin thatstudythat
whilethesingle-inflationindexcloseto 11percentperannumwasanunsatisfactory
index,thetwo-sectorindicesof food commoditiesinflatingat a rateof nearly
17percentandof othercommoditiesinflatingat therateof about6 percentper
annumweresatisfactoryaggregations.In examininginflationin Pakistan,wehave
usedtheMicro-NutrientSurveyof Pakistan,1976-1977[11] conductedby the
PlanningCommission,sinceit dealswiththeperiodcosideredin [1].
Wearrangedthehouseholdsatdifferentincomelevelsanddisaggregatedexpendi-
turesintothosefor foodandthosefor non-food(Table1,Cols.3 and4). Using
thedual-sector-inflationmodelgivenin [1],weweightedthetwosetsof expendi-
tures(Table1, Cols.6 and7) andthusobtainedtheinflationratesfor eachset
(Table1,Cols.9 and10). Byaddingthetwo,weobtainedtheinflationfacedby
householdsof differentincomegroupsthroughthenatureof theirexpenditures.
As householdshavedifferentsizesandas consumptionbehaviouris increasingly
measuredon a percapitabasis,wearrangedconsumersatdifferentincomelevels,
and,by weightingthetwo setsof expenditures,obtainedtheinflationfacedby
consumers.
It maybearguedthatneitherof thetwomeasuresmentionedaboveisthebest
representativeof thelow.incomeconsumerbehaviourandthattogetaclearpicture
of thelow-incomeconsumerbehavioura standardsizeof householdsasa unitof
measurementis required.As such,wetookthetwolargestsetsofhouseholdsfrom
thesample:s-memberhouseholdsand6-memberhouseholds.For bothsetswe
arrangedthehouseholdsbyincomelevelsandrepeatedtheearlierprocess.
Considernowahigh-incomeconsumer.Aftermeetinghisexpenditureonfood
andon othercommodities,hehassomemoneyleftover. Hecandooneof two
things:eitherhe investsin theacquisitionof capitalgoods,or he increaseshis
personalsavings.In thepresenceof inflation,boththeseactivitieshaveapositive
e~fectonhisrealincome.Thispositiveffectamountstonegativeinflationfromthe
vIewpointof high-incomeconsumers.Asthepositive ffecthroughtheacquisition
of capitalgoodsisdifficulttomeasure,weshallassumethatallthatisnotconsumed
is, in fact,saved.Wehaveusedtworatesof interest:6.5percentand12percent.
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Theseratesof interestarecloseto theactualinterestratesof savingsandtime-
depositaccountsataboutthemiddleof thetimeperiodconsideredby us. In fact,
thereturnsoninvestmentmustbemuchmorefortheinvestmenttobeeconomically
viable.Weareusingthesevaluesasthebareminimum.Ourpointwouldbeeven
strongerwithhigheratesof return.
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; Analysisof Data
All thedifferentabulationsthatwehaveconsideredshowasimilarpatternof
thevariationof inflationfacedatdifferentlevelsof income.In allcases,thereisa
decreasein inflationwitharisein incomelevels.Thustheanalysisi independentof
themodeofdatadisaggregation.
Wetakethehouseholdlevelfirst.Tables1-4 showthatthehouseholdsinthe
lowesthreeincomegroupsresortonegativesavingsinordertomeetheirconsump-
tionexpenditures.Our findingsaresupportedby thereportof themicro.nutrient
surveyconductedby thePlanningCommission[12;13]. Unfortunately,thesurvey
reportgivesnoinformationabouthesourcesof thefundswhichhelpto meethe
expenditurein excessoftheincomesofhouseholds.It appearsreasonabletoassume
thattheextraconsumptionexpendituresaremetmainlythroughborrowing.Thisis
admittedlyonlyanapproximation,butperhapsagoodapproximation.Ofcourse,
interesthastobepaidonthisborrowedmoneyonewayoranother.Oftenenough,
thelow-incomegroupsborrowfrommoney-lendersandothernon-commercialb nk-
ingsourceswheretheratesof interestaremanytimesashighastheofficialrates.
However,weshallusethetwointerestratesconsideredearlierasthebarestminimum
rates.The12-percentinterestratewascloseto thelowestbanklendinginterest
rateatthetimeunderconsideration.At theextremendsof theincomegroupsin
Tables1-4, it isnotclearhowseriouslytotaketheactualnumbers.Therearegrave
problemsof misreportingandof eveninterpretationi thesecases.Theyshouldbe
takenasindicatingatrendratherthananexactvalue.
In Table1, for thewholeof Pakistan,wefindthatthelowest-incomegroup
consideredby usexperiencedaninflationrateof 24.4percent.At therateof 6.5
percent,helossof incometo thelowest-incomegroupthroughnegativesavingswill
amountto 5.8percentandattherateof 12percent,it willamountto 10.8percent.
Addingthelossof incomethroughinterestonborrowingto thelossthroughinfla-
tionfaced,wefindthatthehouseholdsin thelower-incomegroupsfaceaninflation
rateof 30.2percentin thefirstcaseandof 35.2percentin thesecondcase.In the
sa~etablethehighest-incomegroupconsideredfacesaninflationof 4.9percent.
~s grouphavingmoneyleftoverafterexpendituresresortsto savings.Theaddi-
honto incomeamountsto -3.8 percentthroughthefirstinterestrateandto -7.00
percentthroughthesecondrate.Thenetinflationfacedis-1.1 percentatthefirst
rateand-2.1 percentatthesecondrate.Rememberthatthenegativeinflationrate
merelymeansthatspendingpowerisincreasingoverallinsteadofdecreasing.
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It is apparentthattheeffectsof inflationarehighlynon-egalitariand,in
fact,contributeto increasingtheexistinginequalities.Thepoor,ingeneral,suffer
a lossof incomethroughhighinflationrateswhiletherichdonotsufferanysuch
lossof income.Tables1-4 showthatatthesameincomelevels,ruralhouseholds
sufferlessthanurbanhouseholdsfromtheadverseffectsof inflation.Theleast
hit by inflationappearto bethehouseholdsin thehighestincomegroupin rural
areasandtheworstoff arethehouseholdsin thelowest-incomegroupsin urban
areas.It mustbeborneinmindthatthesamplesizesattheseextremesaretoosmall
toallowamoredefinitiveanalysis.
In the disaggregationsconsidered,the samplesizefor givenincomeranges
wasoftentoo smallandsowehadto aggregatesomeof theincomelevels.Forall
disaggregations,we foundthateffectiveinflationsteadilydecreasedwithincreasing
incomelevels.Thusourresultsdonotdependontheparticulardisaggregationc -
sidered.In ourview,themostmeaningfuldisaggregationf r studyinginflationis
by fIXed-sizehouseholdssincesuchhouseholdswouldlargelymaintaina similar
consumerbehaviourpattern.It is unfortunatethatthesamplesizeavailableforour
analysiswassolimited.Manynewinsightsintothedetailsmaybecomeavailableif
largersamplesareused.
CONCLUSIONSANDPOLICY IMPLICATIONS
Givena distributionof incomeswe couldaskhowtheprevailinginflation
affectsit. In particular,is thegapbetweentherichandthepoorincreasingor
decreasingovertime? In our studywefindthatthedualstructureof inflationin
Pakistanhastheeffectof increasingthegapbetweentherichandthepoor.Whereas
theGiniCoefficient,LorenzCurve,etc.,measureincomeinequalities,theydoMt
touchuponthe dynamicaspectof incomeinequalitiesintroducedin thispaper.
Thisaspectwouldseemtobeof theutmostimportancefordeterminingwagepolicies
inparticular.andfiscalpoliciesingeneral.
The surveyusedby us [11] wasby no meansreallysatisfactoryfor our
purposesandmanyquestionsstillremainunanswered.Thesamplesizein someof
thedisaggregationswastoosmallforustomakestrongpredictions.Also,webelieve
thatat theextremendsof the incomegroupsin Tables1-4, misreportingtook
place,andassuchtoomuchemphasiscannotbeplacedonconsumerandhousehold
behaviourfor thesecases. It wouldseemthatthereis a needfor conductinga
detailedserveyof income,expenditureandinvestment/saving,withasufficiently
largesamplesize. (It is possible,thoughnot yetclear,thatthedataof the1979
survey[10]mightbeusableforthispurpose.)
For our study,whereverthesamplesizehasbeenreducedto unacceptable
levelswehaveincreasedtheextentof aggregationf incomegroups.Also,wedo
notplacetoomuchrelianceontheactualstatisticsin thefirstandthelastrowsof
Tables1-4, andtakethemto be only trendindicators.Ourstudyis anyhow
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concernedwiththegeneraltrendin theeffectof inflationacrossincomegroups.
Ourstudyhassatisfactorilyshownthathigherincomegroupsfacea lowereffective
inflationandvice-versa.Preliminaryresultsof a studyof increasein thewagesof
overnmentservantsof thePunjab[5] indicatethattherealwagesof thelower-
fncomegroupshavebeenfallingfarmorerapidlythanthoseof thehigher-income
groupS.In fact,thehighestincomegroupsappearto haveenjoyedanincreasein
realincome(intermsofthespendingpoweravailable).
Lately,Pakistan'seconomicpolicieshavebeendirectedtowardswithdrawal
of subsidies.Directlyor indirectly,mostof thesesubsidiesaredesignedtokeepthe
pricesof fooddownforthelow-incomeconsumer.Clearly,theeffectofwithdraw-
ingthesesubsidieswouldbeto furtherenhancetheenormousdifferencesin the
effectof inflationatvariousincomelevels.Suchaseriousconsequenceshouldbe
carefullyreconsideredby theplannersin thelightof theabovefindings.If sub-
sidiesareto beabolished,somealternativemeansmustbefoundfor reducingthe
inflationfacedbythelower-incomegroups.
Ourresultshave,admittedly,usedthelowestpossiblevaluesfor returnson
savings.A morethoroughsurveymayindicatethenatureof investmentfordifferent
incomegroupsandhenceamorerealisticassessmentof thereturnsoninvestment.
Theresultsmaythenshownegativeinflationforsomelower-incomegroupsaswell.
An importantaspectof thisanalysisis thatpeoplefacingwhatwehavecalled
a negativeinflationcouldbeexpectedto haveanincentiveto save.Afterall,they
canexpectohavemorebuyingpowerlaterif theysave.However,thosewhoface
a positiveinflationwouldpreferto spendtheirmoneyearlierastheywill expect
to losebuyingpowerby keepingit. As such,to achievemoresaving,weneedto
pushmoreof thepopulationintothegroupthatfaces'negativeinflation'.Never-
theless,theredoesnotseemto bemuchroomfor doubtthatnegativeinflationwill
onlyOccurforaverysmallproportionof thewage arners.
Thequestioncertainlyariseswhetherbringingdowntheincomeof thehighest-
incomegroupwhobenefitfromnegativeinflationwillnotraisethetotalquantityof
nationalsavings.Thehighest-incomegroupswouldthenhavea lowernegativein-
flationandhencerelativelylessincentiveto save,thoughthe incentiveto save
wouldstillbethere.Ontheotherhand,therewouldbemanymorepeoplein the
lower-incomegroups,whowouldthenhavetheincentiveto save.Wemustalso
considerthefactthatoverallnegativesavingswill alsobedrasticallyreduced.This
effectshouldmorethancompensateforthefallin thesavingsof thehighest-income
groups.It mayseem,atfirstsight,thatdecreasingegativesavingswillonlyincrease
~al expenditureandnotdecreaseit. However,thesituationisnotreallysosimple.
. e totalexpenditurewouldnotchangeasthemoneyspentbythe'negativesavers'
IS presumablyborrowed,whichwouldnow be madeavailablefor investment
Ptposesratherthanfor usury.Weexpecthatamorethoroughstudywouldshowt atreducinginflatl
"
all . 1 d . .. 1 .onmequ tiesea stoanlDcrease10natlOnasavmgs.
-----
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Commentson
"Effectsof DualSectorInflationAcross
IncomeLevelsinPakistan"
I thinkthatthemodelusedin thispaperis robust.By thisI meanthatmy
commentsandcriticismdo notundermineit. Theliteraturereview,however,is
weakandsuperficial.It doesnot do justiceto anyof theschoolsof thought
mentioned.Theauthorsmaywellgivea reviewof recentliteratureonthiscomplex
subjectordoamorein-depthreviewonthespecificissueof concern.
Inflationhasbeencalculatedastheweightedaverageof inflationfacedby
differentpartsof theagentsincome.Essentiallytheauthors'concernistoestimate
thenetburdenof inflationondifferentincomegroupsresultingfromtheallocation
of theirbudgettothethreedifferentcategoriescitedintheequationbelow.
pi =cip +'" P + 71rA F P NF
where.
A =Average
F =Food
NF =Non-food
7 =Savings/lendingportionof thebudget
= Incomegroup
r =Interestrate
a + 13+ 7 =1
Note:Forborrowers,r> 0,andforlenders,r <0.
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In anotherpapertheauthorshavecalculatedseparateinflationratesfor the
food andnon-foodsectors.The foodsectorcontainsbasiccrops. Theauthors'
datasourcecouldbequestionedhereascouldbetherelativeweightsthatresultfor
thedifferentitemsof foodthatgo intocalculatingtheaverageP. Thishasbeen
doneinanearlierseminarandsoI by-passthisissue.
Similarly,onecanquestionthenon-fooditemsinthecalculationoftheaverage
P. Herethe reservationsmaybe moreserious.The authorsdo justify exclusionof
cement,but realestateandjewelleryareimportantalternativesto savingandthis
maybeaseriousomission.
Thethirdcomponentof incomeis capital.Theauthorsarguethatwhatis
notconsumedasFor NF mustbesavedorinvested.Hoardingisignoredhere.Only
whenhoardedincomeis pulledintocalculationandexpendedonF orNF in the
samepatternastheaverageratiofortheithgroupistherenobiasintheestimates.
The authorsclaimthattheycannot geta handleon investment;sothey
assumethatthereturnonsavingisanadequateproxy.Whencapitalmarketsareper-
fect,thenin a staticstateequilibriumr is equalto profitsplusanuncertainty
premium.It maybeunrealisticto assumethisfor Pakistan.In general,capital
marketsarenotperfectandthecapitalrationingthelendingrateof interestmaybe
farbelowprofits.
Themodelitselfappearsto havesometheoreticalf aws. It is assumedthat
rand Pare si~ply additivein a linearfashionto ascertainP~. This is incorrect
becauserand P aresimultaneouslydeterminedin a macrocontext. If r is fixed
exogenously,thisassumptionislessunrealistic.
Also,in thislinearequationwhattheauthorsmaywanttobeconcernedwith
istherealandnotthenominalr; i.e.
pi =(i P + rJi P +ri(r-oi)A F NF
(-)
where
Oi =(i P + ai P
F fJ NF
Sofor lenders,onlyif r >0i, istherate.atwhichthepurchasingpowerofthe
ithincomegrouperodednegative,andtherefore"effective"inflationlessened.
Thebasicapproachof theauthorsis simple(whichI consideravirtue),novel,
andinteresting.I thinkthisisoverallausefulcontributionforattemptingtoassess
incomedistributionalspectsof inflation.
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